
move toward 1.0 over time, many financial services, such as Value Line and

Merrill Lynch, adjust their original estimate of a company's beta by the formula:

Adjusted beta = .66(Estimated betaJ + .34(1.0J

Applying the above formula to the Brattle Group's estimated beta of 1.82

produces an adjusted beta of 1.54.4 This adjusted beta is a more accurate

estimate of the cable companies' beta for the next several years than the

Brattle Group's 1.82 estimate. The use of a beta equal to 1.54 would have

reduced the Brattle Group's estimate of the cable companies' cost of equity by

238 basis points.

10. The need to adjust estimated betas for their tendency to

move toward the mean beta of 1.0 over time arises from the observation that

the estimated beta is equal to the true beta plus a random error term with

expectation zero:

Estimated beta = True beta + Random error

In an oft-quoted paper, Professor M. Blume of the University of Pennsylvania

observes that an unusually high or low estimated beta is generally the result of

an extreme error added to a somewhat more moderate true beta.5 Since the

random error is expected to be zero in the next period, the estimated beta will

tend to overstate the true beta.

4 .66(1.82) + .34(1.0) = 1.54. For further information on this adjustment, see
William F. Sharpe and Gordon J. Alexander, 1990, Investments (4th ed.), Englewood
Cliffs, NJ: Prentice Hall, pp. 427-428.

5 M. E. Blume, "Betas and Their Regression Tendencies", The Journal of Finance,
June 1975, pp. 785-795.
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11. Professor Blume's analysis fits the cable industry Quite well

over the five-year period the Brattle Group used to estimate their cable industry

betas. During this period, the cable industry received a number of random

shocks that were unrelated to movements in the general market. For instance,

in the week the possible TCI-Bell Atlantic merger was announced, cable

industry stock prices increased by 17.95 percent,6 while the S&P 500 went up

by just 2 percent. The merger announcement should not have affected the

cable companies' true beta because it was an industry-specific event that was

unrelated to market movements.7 However, the merger announcement did

have a dramatic impact on the measured beta, for the increase in cable

industry stock prices was approximately 9 times the increase in the S&P 500

during that same week. Other industry-specific events, such as the reduction

in cable rates announced April 1, 1993, and March 30, 1994, had a similar

impact on the cable companies' estimated beta. These random shocks

artificially raised the observed beta, but provide no guidance in estimating the

true beta going forward. My studies indicate that the cable companies'

estimated beta would decrease approximately 28 basis points, if only 4 weekly

observations (out of more than 250), corresponding to specific events in the

cable industry unrelated to general market movements, are deleted from the 5-

year period studied by the Brattle Group.

6 As measured by a market weighted index of the cable stocks studied by the Brattle
Group and available in Compustat.

7 In the language of the CAPM, the risk of industry specific events are
"unsystematic" -- the risk that can be eliminated with a fully diversified portfolio. The
investor will only be compensated for "systematic" risk -- the market risk that is present
even after diversification.
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B. The Brattle Group overstates the cable companies' cost of debt.

12. The Brattle Group uses the current S&P yield on long-term

bonds of similar risk to the cable companies to estimate the cable companies'

cost of debt. For the Brattle Group's cable companies, the current cost of

long-term debt averaged 10 percent. The Brattle Group's use of the current

cost of long-term debt is inconsistent with the Commission's practice of using

the embedded cost of debt to calculate the telephone companies' average cost

of capital.

13. Correcting the Brattle Group's estimate using the cable

companies' embedded cost of debt lowers the overall rate of return.

Specifically, the cable companies followed by the Brattle Group and available in

Compustat have an average embedded cost of long-term debt of approximately

8.31 percent. 8 The cable companies' average embedded cost of debt is less

than the current S&P long-term bond yield for their rating category because

cable companies have relied heavily on short- and intermediate-term debt to

finance their operations, while the S&P bond yield pertains only to long-term

debt. The Brattle Group's use of the current S&P yield on long-term bonds of

similar rating, rather than the cable companies' average embedded cost of

debt, clearly biases their estimate of the cable companies' average cost of

capital upward.

8 See Schedule 1.
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C. The Brattle Group understates the cable companies' leverage.

14. In calculating the weighted average cost of capital, the

Brattle Group weights the cost of debt and the cost of equity by the market

value percentage of debt and equity in the cable companies' average capital

structure. The Brattle Group's use of market values, however, is inconsistent

with the Commission's use of book values to measure both cable companies'

and telephone companies' capital structures. Since the market value of the

cable companies' equity exceeds the book value of their equity by a significant

margin, the use of market values understates the cable companies' use of

leverage as measured on a traditional basis. The use of understated leverage

values produces an overstatement of the cable companies' average cost of

capital.

IV. THE BRATTLE GROUP OVERSTATES THE CABLE COMPANIES' COST
OF EQUITY AT A 50-50 CAPITAL STRUCTURE.

A. The Brattle Group incorrectly assumes that the cost of capital
does not depend on the cable companies' capital structures.

15. Recognizing that their cost of equity estimate relates only to

the cable companies' actual capital structures, the Brattle Group attempts to

adjust their cost of equity so that it will relate to the Commission's proxy

capital structure of 50 percent debt and 50 percent equity. In making their

adjustment, however, the Brattle Group incorrectly assumes that the cable

companies' average cost of capital for a 50- 50 capital structure is identical to

the cable companies' average cost of capital for their actual capital structures.

The Brattle Group's basic assumption that the average cost of capital is

9



independent of capital structure is inconsistent with the conventional wisdom

that the average cost of capital varies with a company's capital structure.

B. The Brattle Group incorrectly unlevers and relevers the cable
companies' betas.

16. The correct method for obtaining the CAPM estimate of the

cost of equity at a 50- 50 capital structure is to: 1) use the relationship

between beta and the percent debt in the capital structure to obtain an

adjusted beta corresponding to a 50-50 capital structure, and 2) use the

adjusted beta to obtain the cost of equity that corresponds to a 50- 50 capital

structure. The Brattle Group correctly reports the formulas for making the beta

adjustment in their paper, but they do not implement these equations

correctly.9 When the equations are implemented correctly, the adjusted beta

for a 50-50 capital structure is equal to 1.17. '0 Using a beta of 1.17, the

9 The Brattle Group errs by arbitrarily assuming a debt beta of .45 for cable
companies. (See the Brattle Group report, Appendix B, page 14.) Since bondholders
bear much less market risk over their typical holding period than do stockholders, it is
standard practice for financial analysts to assume a debt beta of zero. This assumption
is consistent with holding a bond to maturity.

10 According to the formulas shown on the Brattle Group's report, page 13 of
Appendix B:

With a debt beta of zero, an equity beta of 1.54,
and the capital structure used by the Brattle Group of 38 percent equity,

~A = 1.54(.38) = .585

At the target 50-50 capital structure, ~= .585( 1+ .5/.5) = 1. 17

10



Brattle Group would have obtained a cost of equity for a 50-50 capital

structure of 13.7 percent. 11

C. The cable companies' ECAPM12 cost of equity is 15.35 percent
for a capital structure with 50 percent debt and 50 percent
equity.

17. Since equity is a long-term investment, the yield on long-term

Treasury bonds is a more appropriate estimate of the risk-free rate than the

yield on short-term Treasury bills. In the Federal Reserve's June 7, 1994,

Statistical Release, the yield on long-term Treasury bonds is reported as 7.27

percent. The Ibbotson Associates' 1994 Yearbook reports a risk premium of

7.2 percent on equity compared to long-term Treasury bonds. Using a risk-free

rate of 7.27 percent, a beta of 1.17, and a risk premium of 7.2 percent in the

ECAPM produces a cost of equity estimate for a 50-50 capital structure equal

to 15.35 percent. 13

D. Using the Brattle Group's own ECAPM calculation, the cable
companies' average cost of capital with a 50 - 50 capital
structure is 11.83 percent.

18. Using a corrected version of the Brattle Group's own ECAPM

calculation, the cable companies' average cost of capital is given by:

ACC = 8.31(.5) + 15.35(.5) = 11.83

11 According to the CAPM formula, 3.74 + 1.17(8.5) = 13.7

12 The ECAPM is defined by the Brattle Group as an empirical version of the CAPM.
The ECAPM includes an adjustment that seeks to take into account empirical investment
realities such as personal taxes, transactions costs and dividends.

13 According to the Brattle Group's ECAPM formula, (7.27 + 2) + 1.17(7 ~2 - 2) =
15.35.
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This 11.83 percent ECAPM estimate of the cable companies' average cost of

capital differs from my original estimate of the cable companies' average cost

of capital in this docket filed in August 1993 for three reasons. First, my

original estimate was based on the cable companies' actual 1992 capital

structure rather than a hypothetical 50-50 capital structure. Second, my

original estimate was based on a slightly lower cost of debt. Third, my original

estimate was based on a slightly lower DCF cost of equity. 14

V. THE CABLE COMPANIES' AVERAGE COST OF CAPITAL USING THEIR
ACTUAL AVERAGE CAPITAL STRUCTURE IS 9.38 PERCENT.

19. In previous testimony in this docket, I presented an estimate

of the cable companies' average cost of capital using their actual book value

capital structures, adjusted for their accumulated losses, and a DCF estimate of

the mean cost of equity for the third quartile of the S&P 400. For all the

reasons given in my previous testimony, I still believe this approach is

appropriate for the cable industry. Updating my studies to reflect more recent

data, I have determined that the cable companies' average cost of capital is

now 9.38 percent. This estimate is based on a market weighted mean DCF

cost of equity for the third quartile equal to 15.44 percent,16 an embedded

14 My cable companies' actual average 1992 capital structure contained 86 percent
debt and 14 percent equity. The 1992 average embedded cost of debt for these
companies was 7.80 percent. My original DCF estimate of the cable companies cost of
equity was 15.11 percent.

16 See Schedule 2.
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cost of debt of 8.31 percent, and a book value capital structure containing

84.93 percent debt and 15.07 percent equity.18

20. The Brattle Group misapplies an alternative methodology to

calculate a cable industry cost of capital. The result is a recommendation that

significantly overstates the industries' actual cost of capital. If accepted by

the Commission, this recommendation, would provide the cable industry with

an artificial advantage in their competition with the telephone industry.

18 See Schedule 3.
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I, JAMES H. VANDER WEIDE, being duly sworn, depose and say

that the foregoing testimony and exhibits are true and correct to the best

of my knowledge and belief.

James H. Vander Weide

Subscribed and sworn to
before me this~ day
of July 1994.
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SchecUe 1
Affidavit ct James H. Vander V\eide

Cost of Debt Analysis
Page 1 of 1

1993 COST OF DEBT

Errbedded
CoJJw>v Nwne 5T I)Jbt LT DEtt' Cap Leases lot Expense Cost a Debt
($ il nilons)

AdeIptia Cormul-CL. A $16.285 $1,701.613 $13.201 $165.868 9.58%
C8b1EMsioo Systems .a. A $20.216 $2,215.283 na $232.434 10.40%
certlJY ComrTul-Cl A $20.072 $1,167.423 $0.000 $112.294 9.46%
Comcast Corp -CL. A $264.781 $4,162.914 $0.000 $347.448 7.85%
Jones Intercable -LP -CL A $1.109 $17.291 $0.630 $0.979 5.14%
Jones Intercable Inc. -Q.A $46.000 $279.986 $1.228 $43.573 13.32%
Jones Spac.eliri< l TO -a. A $115.000 $281.479 na $47.177 11.90%
TCA Cable TV Inc. $25.705 $117.548 $0.000 $10.971 7.66%
T~s-a.A $996.000 $8,904.000 $0.000 $731.000 7.380Al

TOTAl.. $1,505.168 $18,847.537 $15.059 $1,691.744 MI. Avg. 8.31°h

"Nol inc:Iuding C8piIaIleases

AuIJfl1llIons: C8plaIized leases were oot reponed separa&ely fol cabIevision SyskmIi or Jones Spaoellnk Ud. They were assumed 10 be zero. All daIa is on a calendar year
basis.



Sctledula2
AIlld8\lit of Jarrws H Vander 'v'\ede

SSP 400 OCF Analysis
Page 1 of4

IBES DCF
Mean QJ1y

CorrpIny Price ~ G'CMth Rt$U1t

1 HOME CS"OT INC SG.CI! so.12 2Q40 37~ ~~ 14.~"

2 El.CX.I<Bl1S'TE EIIM-IT" e:a-P S2S.CIl sa10 26.110 V,.'~ ~tM:I 14.151%
3 l.Ot'£S a:6 S.1!.43 SQ.1" 21'10 2172% ~MIoI

• cx:ac:IiNT.eL. f'El'RQ.SJM c::a1P S17.3!l S1.(1) 1(~ 21.a V10IlIMIWI 15.23%
5 ~TIOII~ 117.10 to.ee 1S-1!D 2Q.72'4
6 aRI..NSVIotO< CCf{P 122... 50... 18cr:l 20.45%
7 WIL-MARl'~ S25.J15 sa17 'lQ50 :lD,35%
8 lJSrlNC sa1! ".12 1'(~ 2Q1N
II 1lHU.1~ I'&nlQ.EUM 00 D.81 sua 15.040 20.03%

10 .~MCE&JIO( D.416 SO,17 19.3) 20.03%
11 FlEN'mL 00 Ml'l2 noo 12.1!D 1197...
12 cx;ca~oo SCUD SQ7tl 17,040 1$.78%
13 U S ~1'Hl::ARE INC $«I.E sass 1aoo laM
14 Il10TCAClA INC se37 SQ2I! 1UO 1QS3'/.
1S GAPINC 10683 SQ4I! 1&10 1Q..1%
16 INI'B. Cf:IIIP 164.13 SQXl ,.~ 19.2!r4
17 I'UXR o:::AP $lUll sa,e 1aa:l lli~

1e veow'S INT&RNATIOIlAL INC S17.Sl SCl.24 17,!lO 19.21...
19 AUTa:ESK INC ".79 10.. • 10 11.1..
20 ~c::a1P s:zr,2'l 30.44 17.00 10-00%
al OISIEY lW'L'll et:NP1Hf $G.1a4 SQSl 18.00 1U7%
22 BAICER-H..GES INC 51a57 tQ.., 15.eo 18 ID'l6
23 ~ENia, i ISSS m. lOse 1S.70 18.83%
211 PIN<l~ CCRP S3Qg:) SQIII ~9O ,asl"
25 PHlJP Me:MIS CX1'lIINC 151.98 S27l5 T.l.:IO lUl:M
~ !lOENt'I~l1..'NTAINC S3U1 50.12 1110 ,a_
'0 e::a.tCAST o:::AP -<:l. A SA. "7,58 to.Oll 1110 1UlPAo
2ll ~INC

_Ool
stee 1440 1&.36%

:aa v.ca..1IICJmol~ S16.54 51.18 UO ,8.2-N
30 ToPt CXlMPAIIIU INC S25.3L5 50ee ~Sl

,8.2,,,
31 SVSCO o:::AP 525.71 SCl36 1lUO 1151~

32 ~CR1P11'C S3Z.SS SQSl 16jO 1&1QO.4
3!l I'o8N YCJlI(11MiS 00 .a.. A 126.. $0.• 15.50

18_
34 SC>L1JMlleQ:R LTD S6c,~ 1120 1So<40 ,&,Cl8%
:lS~N$ 12754 SQ. ,SOOO 18.CJ2fIt
3S~ IN1\. INC 12127 stcr:l 12.30 17.96"4
37 w.tX~iS INC IZ.17 $O.I!D ,.~ '7.81,.
3I!l uMlTlD II'C S'lQ78 $0,31 15.40 17.83%
38 ~CX1 MUS S1.cr:l 15.70 1751'l
040 1U:J') SfNCMD CCf{P me 11.00 1UO 17.=-'"
.1 AMERICAN IWlRIO< RESCl.ACE CP 12177 10.'10 1700 17,52%
42 HAU.lEl.RTt:N co S3Q2S S1.00 1350 17.~

43 PU=SICO INC S317$ Sllee 1~30 17C!".4
.. AlNTCXRP 535.00 stoo 1<4.<:0 17.37'4
45 ~& C8O<II' CXA" N78 $0.40 14.llQ 17.
46 FOSTERw-&.JlIta:H" SClS2 S07. ''-ttl 1723'1'
<1 OONQENICAl. .,.., I2.fIO 12.:Jl 17,ZZ'llo
"~~INC D.71 $O.I!D 1~oo 17."
49~ 871 12.001 1;"cr:l 1712'1'
~ ~SIOlP!S 111.15 $O.OD 1~10 17~

51 JC5T13IlS INC ...71 tQee 1o.eo 170lP4
52 I!I.A.lNl:I"OI~ INC SGSot $O!15 15.5) '7~
53~ & I..OM2lINC W.2lI SQ.8I! 14.S) 17.02%
54 L..QASI~ \.NIO & E)Q"lCflA'T1QII ..011 5tCO 119) 17.CX!'l'
56 IlED'l'AC:NC I/IC m.E Sl1111 1$.!iD 1UN
5S MATTB..11'C IZ1S SO,. 1$1:) 11m.
'Sl lEXAS~ INC 171.5) sa72 ,UD 111~

!is ML PAPM CXl ".az $1.111 1390 11194%
58 OACUT ctTV S!'CNS INC S1lee so.OIl 115.40 1ll.~

eo <XRIN31NC DUll 10.88 14.30 15.8II"A
8'1 lIEI\&L CQlPNES SC1715 $0.8:1 1•.~ 16..,.
l!:l toolC:'RT'OIllNIt.lNC _21 51.12 15.40 16....
63 AI.lERI'IOIIS INC sa.. sa.. 1$.00 lU_
64~ H..'THC:lIt ·IITG SC54 SQ.12 1UO 18.1I'lIo
I!IIS ~0l;tIf#' 5,.31 80.37 , .. ,0 1e."""
l!I5 sel'Vd c::cN" ~1"lOIIAl. SZOll Sl1G 1.,1!D 16.14'4
~ B«> (C.R) INC 1Z4.1ll 10.5S '('0 1&1I:!%
I!II AMMAl:lll ....~ S4l33 SOI!D ,S3Cl 18.81,.
ee A!lloUN:) OLINC SCl31 noo ,;,.eo 1e.lIJ04
70~ l..ABCAATCRJ!:S 127. 10.76 13.5C '~7V%
71 i1MiS~~ ~A SSt.715 51 OIl 12.70 16.M
72~ aGC80llNC .Q. A 1,...13 SOS, 12.40 1117S"4 4lha.lle
73 \.NOlI CNIP ct::I¥P So6CM '1.56 12.SCl '&1I'lIo ,.., 11.31!"4
7.. ATUMlCRIC-PoELOCO SII'.S5 s:5.!I) 1000 11S1!l'lIo ...., '7155
" CXl..QATE.fSAI.MO.NE CXl .- S1." 13,eo 1&57"4 *1II&d,.., 18....

76 C1ITi!CWlD WAN Cf:IIIP IUSS 10.<40 14.30 1e.~

77US~~ 51aall 80 all 1'00 16.54~

78~~~ 11.ee SQ.3I 1SI!D 'IS.~
79 MCRRISCJoI iOIl.OSEN o:::AP 121123 saeo 12.70 1ll,51'"
eo El.CO< H&R INC sass $1.12 13.40 1S,5:M
S1 LHX:Al. CI:H) Gl5ll so.eo 12.~ 14<1%



Schedule :2
AftIdavit of James H. Vander V'I.eide

S&P 400 DCF Analysis
Page2of4

lees DCF
Mean QlrIy

Corrpany E!ia Q!:1g ~ Result

S2 Fl..lXR CDfP 35154 $O!Z 15.20 1&$
S3 MN.CA e-AE INC: SZ7.00 SQOI 11100 1&4O'A
I!lol Il.SSEU. cr::RP sa." SQC) 1470 '839'4
e5 VF'lXW' Sl8.m St:l8 13,30 153li1'1o

• '1'RIIllJECO

_CI
SUM 1430 le.~

r1 CXJIFIJTERAS9CCIA'!'IS INn. II'«: 134.25 $0.'4 1580 1&~

• TNOf~ "38.83 $QII) 14.30 1112IN

• AVQo.lI"RCOXTS
S57S2 S1.1) 12.ell 16..23%

SD WIlI..GF&iN co $4125 snEe 13,00 14.87'4
9'l RUilBERItWO INC: GlS2 $04$ 14.20 1822'4
12~ IIIDJSTRES INC: S2'2~ SO. '2.11) '622'4
51! <::lXJ'lER 11RE & RI.83ER 82' SQ.22 15.20 1422'4
SId GI!l'eJl.IL "u.s INC _so neB 1100 1&.X1'4
!lIS COl.~<XRP SS8S2 $;ltD ,0.., 11,11'4
96 CR:AT AllNmC 10 PK;~ co 01.75 $ClIC 12.:11 18.17'"
'IT ~Cf:NI S4t15 S1.!Z 12.aJ 18.1114
!II ~T I.JiI6 o-EMl~<XRP _13 10.38 lSlIQ 's.'~
5lIil1NTL~~&~ ..75 StOll tUO 18.Cl2'4

100 Vlf!STVICCcr::RP $31111 S1.'1O 11.GO ,5.lJZ"4
101 l't'CO lNTI.. IIC S48.54 SQel '5.00 16.~

1Cl2 JCHISO'4 c:otmO.S INC SCl05 11.... ".70 ,~

las ....00 S2'258 to.5e 13.10 1597"
1001 lIfO CXJMMU\IlC4TlQllS S2:J7S 10-05 1510 ,s.liIIl"l4
105 CAMPBEl.I.saP CD S.aUl S112 '2.S) '15.SI2"
lOS AI/ER( C&'NSCN c::cA' as) SQQ5 '1.SEl 1592"
101 SEARS RCSU:X &c:c M71 S,.lIC 11.lIJ 16.-.
1Q8 AMEM:ANev~ CD $47,:12 sue 113J 15.m
'01 \I\CRTHNGl'OII1IID.lS'IRIES 51944 Sll40 1.1~ 15."
110 OAVTa-llot..OlC:Jll <XRP m.T7 SUB 13,00 '15."
1" ~"BRCW)HOME 519113 1031) 13l!) 15.lWJ6
112. ~ l.II e::tAP S71•• 10&1 12.10 15.~

113 il-ICIMAS & !IT'l'S cx:A" sc.. 12.20' 11.() 15.S!Yo
114 F'lllEMAAK~TlC:NAL INC $74.71 $1.12 11llJ ~S1"4

1'15 OON.DES & CD w.c S3l77 SQ'" 1300 'l5lD'Ao
116 'Mlll.EY (tMot).Sf 00 mOll $0.113 13.lIC 15Sll'4
117~ PN'ER BC:AAO co m. S1.oo 1040 1551%
118 MOCRSCN tXEF •.35 St• 12.5:l ~,4fi

11; "'.:::IU CD SoXlAO 11.12 11.10 150m.
120 ~CXIlP D.!IS $1.0411 9.70 15...
'21 INT1!Ff'\.8UOGRO.PCJl c:cs S3ll.27 sase 13.20 15.-42"
'1ZZ~ .. GtoI8.E co S547S 51.20' 1270 15.41%
123 I( MARl" tXEF "7.tS 10.. al!) 15.....
,~ ECQ...QB JNC 12112 1044 '2liD 15.311"4
12S MAY CiPARTlENT STtReS co $&1.17 $1.04 ,n') 's'3!Z'It
U6~CO $0.15 S120 1200 153204
127 rAASCO CXIlP S:!OI!5 lO. 12l1J lsa
129 I-EW.ETToPAQ(NIlO CD seo.. S100 13.70 ,5. 1Qf4
129 iENECO N: S51.lS3 Stl!) 115) 15.18%
'33 ROfAL. CM'Oo4 PET -#( REG S'KlI5.CIl $(80 QiD '$'~
131 ~.Q.e I2lI. 'IS so.z 11,33

"'~132 Hll.TOII MClT'ELS r:.rR> .e Sl.20 1270 '5,14%
133~MIOlCIl. S'I'STEMS r:.rR> S2IS 11 50.84 11..30 ,5.,,..
1311 MS.VJLL.i c::alP AJal Sl$l 1QSJ '15.10%
'35 CI.I..AItD CIiPT'~ .0.. A m,., SlOll 14.80 15.lP4t
13S sr.waollllC S3R10 SH. lUO 1501%
1~ Cl:Xf'ER N:lI.JS'mJeS I/IC D .• 11.32 '0 liD 15.~

t3II MQIISIoNI'Oco ft" 12.'2 ".30 ,s'08'f0
13ll A:Q~ INC 51... S2.2" 11.5) 1507%
1-«) 0INIIl' FCIl:rlllC .a. A 122._ $0.72 '1.30 15.02%
14' PIQ\&R H-8AEC MalATlCN. mOl SQ.91 13.10 1S.01%
1412 NAL.CO QoEMlCAL co m. so.. 1'.lID 14.!i8%
140 l3alIN3S &l.EWS INOMl Gte so.12 '440 '4.'"
1. ANlPIlIC SG1S 11. 111) ,,,-
1.s ~lIC rD.77 $0.'78 "70 lU15'A1
11115 ~AWIlIC m. SO,III 11.lID 1~

,1(1 ~INC $18.411 $0.31 '310 14.;''' _0MIle
141 ~El.IiCmlC co MOIl SHoe ",40 '4,1IS'4 ~ 15,"'"
1411~ QNIII!TllIGS .a. A s::I&2! SQSI 12.70 1-4.82" rMlIM 15.8'1"
,so POl\.ATQol~ "'1,'" ".$ '0.«1 "',11'" M1cV'Ad~ 15.04404

151 C\'JlMJS MMtJ( IoII\ERIlLS co S2I!l77 so eo 11.9) '''~152 AMERICAN EIRNOS~ 131_ stOll 7 ell 1478%
1SS F'IT!IEY EICWES IIIC S40Sl St04 ".70 '475'4
154 a..c:NJl( caoe $6017 n~ 1QSJ 14.73'4
155 ~.-ONIaII S52.411 $1,115 12.10 14.~

195 ~nco-.TAM:XZsSiNG ",.. 10.52 13.SI "'.71%
1~~ T1fIEI. RI.8BER CXl S40a 108:1 12.30 '45'7"-
,. ~N: 127. son 1'.eD 'k~

15 IW!I!IIQ(~"CIIAL.\.TO 131.15 90,33 11s) 1-4.64,.
ll1D ME AID r:t::IIiI' S1SOB SOlID 1090 1462"
181 IiiIl8T\&foN t<a:W< 00 S4lfll stllD 'lQ33 14 S2'l'
1m MCDUWHU.INC .- $;l32 10.50 '4eD'1lo
163 ~JNC Son. stl.40 '3.Cl '4.~



Schedule 2
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(a) (b) (e) (d) (e)
Coo1mon Retained CEQ- Debt
Ecpty Earnings Ret. Earn. TcUI Debt: Ratio

Con'PI1Y I'bne TICker 1993 1993 1993 1900 1993

Adelptla Cormul -CL A /tD..AC ($868.614) ($926.879) $60.265 $1,731.099 96.64%
C8b1eYision Systems -a.. A eve ($1,503.201) ($1,419.900) ($83.301) $2,235.499 103.87%
Qriuy Comrru1-a. A CTY ($215.238) ($28).499) $65.261 $1,187.495 94.79%
Comcast Corp -Cl. A SPl. CMCSK ($870.531) ($1,739.400) $868.869 $4,427.695 83.60%
Jones Irtercable Inc. -Cl A JOINA $31.649 ($88.193) $119.842 $327.214 73.19%
Jones SpaceIink l TO -a.. A SPlKA $6.988 ($38.520) $45.506 $396.479 89.70%
TCA. cable lV Inc. TCAT $90.251 $46.024 $44.227 $143.253 76.41%
TeJe...Corrmu'ictions -a.. A lCOMA $2,112.000 ($3n.OOO) $2,489.000 $9,900.000 79.91%

TOTAl... ($1,216.70) ($4,826.37) $3,609.67 $20,348.73 84.93%

ttJtes:

AI dala from S&P CofT1JusIat
AI data on caIe,* y8fJl basis
c=a-b
e =do'(c+d)
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Before the
FEDERAL COMMUNICATIONS COMMISSION

Washington D.C.

In the matter of

Implementation of Sections of the Cable
Television Consumer Protection and
Competition Act of 1992: Rate Regulation

and

Adoption of a Uniform Accounting System
for Provision of Regulated Cable Service

)
)
)
)
)
)
)
)
)
)

MM Docket No. 93-215

CS Docket No. 94-28

DECLARATION OF ROBERT G. HARRIS
IN SUPPORT OF REPLY COMMENTS OF BELL ATLANTIC

A. Qualifications and Purpose of Declaration

1. My name is Robert G. Harris. I am an Associate Professor in the Walter A. Haas

School of Business, University of California, Berkeley, and Principal in the Law &

Economics Consulting Group. I have presented testimony in this proceeding on the

importance of adopting comparable or corresponding regulatory policies toward the

cable and local exchange telephone industries as competition between those

industries increases. In my earlier testimony, I explained why the Commission

should adopt the same conceptual standard for the productivity offset in the cable

and LEC price cap plans. In both cases, it is appropriate that future price increases

be limited to inflation less a productivity offset, where the offset is set to equal the

difference between industry-specific productivity growth and the average growth in

productivity for the U.S. economy.
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2. This declaration will comment on the use of estimates of total factor productivity

(TFP) growth by Christensen Associates (Attachment B to comments of the National

Cable Television Association) in setting a productivity offset for the price cap on

cable rates. In Section B, I will compare the Christensen study of TFP growth for

local exchange carriers, which was based on highly detailed data covering nearly the

entire industry, with the Christensen cable industry TFP study, which was based on a

very limited set of data. I will explain the nature and effects of the data limitations on

the Christensen estimates, and why those results should be adjusted to correct for

the data limitations. In Section C., I will explain how the Christensen cable and LEC

TFP results should be adjusted to make them comparable. I will show that, if the

LEC TFP estimates were based on an output measure comparable to that employed

in the cable TFP study, the resulting LEC productivity offset would fall from 1.7% to ­

.2%. Alternatively, I will show that, if the cable output measure were comparable to

the one used in the LEC TFP study, measured cable TFP would increase from -1.9%

to +4.4%. Both of these results provide empirical support for my position that the

Commission should adopt a productivity offset in cable price caps that is no less than

that adopted for the LEC price cap plan.

3. Section D. will respond to the argument of Economists Incorporated that the

dramatic increases in cable rates during the 1980's supports the cable industry's

argument that there should be no productivity offset in the cable price cap. That

argument is based on flawed reasoning and would essentially reward cable

companies with higher rates in the future, on the basis of their having raised rates

much faster than inflation in the past. The whole point of the Cable Act of 1992 was

to prevent cable companies from continuing to raise their prices as they did between

1984 and 1992. Section E is a brief summary of my opinions and recommendations.
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B. The Data Limitations in the Cable TFP Study Bias the Estimates of Cable

Productivity Growth Downward

4. Christensen Associates presented its study of historical TFP growth for local

exchange carriers in the Commission's LEC price cap review. 1 Christensen

estimated historic TFP growth for LECs at 2.6%, which generates a productivity

offset of 1.7% for LEC price caps.2 While Christensen Associates used a similar

methodology for estimating TFP growth in the cable industry, there are substantial

differences in the two studies. These differences, in sample size, sample bias and

measures of output, mean that the results of the two studies are not directly

comparable.3

5. The Christensen LEC TFP study used data from all seven Regional Bell Holding

Companies, GTE and Southern New England Telephone, comprising roughly 93% of

all LEC access lines. In contrast, the cable study was based on a data request

"sent to nine Multiple System Operators...which serve approximately one-half
of all cable television subscribers in the United States...Three MSOs, serving
3.7 million subscribers, were able to send us the necessary data. These 3.7
million subscribers represent approximately six percent of all U.S. cable
subscribers. Two of the MSOs were able to provide data for the full 1984­
1993 period; the third MSO was able to provide data for 1988-1993."
(Christensen Cable TFP Study, p. 3).

1 Price Cap Performance Review of Local Exchange Carriers, CC Docket No. 94-1, Comments of the United States
Telephone Association. Attachment 6, "Productivity of Local Telephone Operating Companies." (Filed May 9, 1994).

2 The appropriate productivity offset in a price cap plan is the difference between the industry-specific TFP and the TFP for
the economy as awhole. Since LEG TFP was estimated at 2.6% and the average TFP for the U.S. economy at .9%, the
resulting LEG productivity offset would be 1.7%.

3 Christensen readily acknolwedges these differences: "While the methodology is the same as that used in the telephone
industry TFP studies, its application differs to some degree, due to data limitations." Christensen Associates, " Productivity
Growth in the Cable Television Industry,· June 1994, page 4.
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The results of a TFP study covering 6% of the industry are not comparable to results

from a study covering 93%. This must mean that the sample excludes the largest

MSOs, TeleCommunications, Inc. and Time-Warner, each of which has more than

six percent of all cable subscribers.4 This would be equivalent to the LECs

presenting a productivity study that excluded the seven RBOCs and GTE and

included only three small, independent LECs. Were the LECs to present a

productiVity study based on the historical performance of Centel, United Telephone

and Alltel, for example,s the FCC would presumably reject the results of that study

as inadequate and not indicative of TFP growth in the industry. There are several

problems with basing industry-level policy conclusions on historical TFP measured

from so small a subset of the industry.

6. First, there is no way to know whether the three responding MSOs experienced

more or less rapid TFP growth than other cable firms. I would note, though, that the

responding firms are not a random sample of cable operators. Given the nature of

the data solicitation process, there could well have been a "self-selection bias," since

each firm decided whether or not it would respond to the data request. If the cable

operators who have experienced the highest rates of productivity growth chose not

report their data to Christensen Associates, the TFP study is based on a biased

sample. It is especially troubling that neither of the largest MSOs, TCI or Time­

Warner, is included in the sample. If TFP growth were faster for large MSOs than for

4 TCI has 11.3 million subscribers, Time-Warner has 6.7 million subscribers. Since the total number of subscribers in the
sample is only 3.7miilion, neither is included in the sample. See Television Digest, May 23, 1994, p. 4.

5 According to the USTA's 1993 Statistics of the Local Exchange Carriers for 1992, the total number of access lines for
United Telecom, CENTEL and ALLTEL was approximately 7.1 million access lines or about 5% of the 144.1 million total
network access lines in the US.
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small MSOs, the Christensen Associates' results would not be representative of the

industry. The magnitude of this potential source of bias is quite large. For example,

if average input growth for larger MSOs were half the rate of the three MSOs in the

study sample, TFP growth for the industry would be about +0.9%, versus the -1.9%

reported by Christensen.6 There is little or no such bias in the LEC TFP study, in

contrast, because it was based on the largest U.S. local exchange carriers,

comprising 93% of all access lines?

7. Second, because of the small number of firms in the sample, the timing of

expenditures and of growth in output is unlikely to be typical of the industry. In the

Christensen sample of three MSOs, output and input growth fall from their 1985 rate,

rising again in 1988-89. Measured TFP growth falls from 12% to -23% between

1988 and 1989.8 This period coincides with the addition of data from a third MSO

into the sample. which suggests that the reduction in measured TFP is probably not

applicable to the cable industry as a whole. Furthermore, in capital-intensive,

network-based services like cable and telephone, productivity growth is likely to differ

among firms depending on whether the system is under construction and expanding

6 Using 1994 subscribership data, about 54 percent of subscribers are served by an MSO having more subscribers than the
average of the three MSOs participating in the Cable TFP study: (3.7/3 = 1.23 million). See Cablevision, June 6, 1994,
p. 53. TFP growth for this sample would be 3.3 percent (8.5 - (1 0.3/2)average output growth minus one-half average input
growth). Aweighted average of the large and small MSOs' TFP growths is then 0.9 percent.

7 Significantly faster or slower TFP growth for the small telephone companies not covered in the LEC TFP study would not
lead to a large bias: if the input growth rate for the small telephone companies omitted from the LEC TFP stUdy were twice
the growth rate of those in study, measured LEC TFP would fall from 2.6% to 2.5%, and the correpsonding LEC
productivity offset would drop from 1.7% to 1.6%. This adjustment was calculated as follows: input growth for the
telephone companies in the TFP study was approximately 0.94% annually, output growth was 3.55% per year. Total
Factor Productivity growth was 2.59% for 93% of access lines. The seven percent not included in the TFP study would
have, by assumption, 1.86% annual growth in inputs and 1.67% TFP growth (3.55 - (0.94x2)). Weighted TFP growth
would then be 2.53% for the entire industry.

8 Appendix 1of the Christensen Cable TFP study.
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or whether it has reached maturity. In building out a network, the firm incurs high

initial increases in inputs because of large expenditures on fixed plant. If accounting

followed economic theory, this growth in inputs would be capitalized and spread over

the economic life of the assets constructed. However, the high growth of input

quantities during the 1985 and 1989 periods suggests that the three particular firms

in the sample were undertaking significant construction. Similarly, output growth

peaks in 1985-86 and 1988, which is again consistent with the hypothesis that two

firms built out their networks in 1985-86 and the third in 1988. Hence, it is highly

unlikely that these three firms are typical of the U.S. cable industry.

C. Adjusting the Cable and LEC TFP Estimates for Comparable Measures of

Output and Quality Changes

8. There are two different approaches to measuring output for multi-product firms:

(a) physical measures of output growth (subscribers, channels, minutes of use, etc.)

weighted together using service revenues as weights, and (b) an index of the

quantity of output obtained by subtracting the growth of prices from the growth of

revenue for each service and averaging the results, using service revenues as

weights. Historical productivity growth estimates using these different approaches to

measuring output growth are not likely to be comparable. In addition, both methods

of measuring output assume that all relevant aspects of the service are captured

either in the physical measurements used or in the revenue and price indices.

9. The Christensen cable TFP study measures industry output as a revenue­

weighted average of the number of basic and premium subscribers. In contrast, the

Christensen LEC TFP study measures output as revenue from each of the

telecommunications services supplied by LECs, deflated to remove the effects of

- 6 -



price changes. Christensen explains his use of "number of subscribers" as the sale

measure of cable output as due to data limitations. Estimating TFP growth using the

number of subscribers as the sale measure of output omits at least three other

significant cable industry outputs that have increased over the period: (a) the number

of channels in basic tier and first tier services; (b) overall viewership (as measured in

ratings, for example); and (c) advertising. Consider the increase in the number of

basic tier channels: in the cable TFP study, the costs of the increase in channels are

effectively measured as reductions in productivity. In order to attract the same

number of subscribers, all else equal, the cable company would have to use more

inputs. The fact that customers valued the additional channels, paid more (and were

willing to pay more) for the additional channels is omitted from this measure of the

output of a cable system. This represents a significant downward bias in the

estimation of TFP.

10. While producing a comparable TFP study for LECs and Cable companies would

be difficult because of data limitations, it is straightforward to obtain an estimate of

the magnitude of the difference that these two approaches to measuring output can

make. First, one can adjust the LEG productivity estimate by using a comparable

measure of output to the one used in the cable TFP study. Suppose that the output

of LEGs were measured by numbers of subscribers. During the 1984-92 period,

residential telephone subscribership increased from 79.9 million to 91.0 million

households, achieving an annual rate of growth of 1.64%. During approximately the

same period, the number of business establishments increased from 5.3 to 7.5

million at an annual rate of growth of 1.61 %. In the LEG TFP study, output growth

averaged 3.55% per year from 1984-93. Using 1.6% as the annual rate of growth of

LEG output would reduce TFP growth in the LEG TFP study from 2.6% per year to
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0.7%, with a corresponding reduction in the LEC productivity offset to -.2%. Thus, if

one uses a measure of LEC output that is comparable to that used in the cable TFP

study, one would conclude that there should be no productivity offset in the price

caps of either industry.

11. A second method of making the cable and LEC TFP results comparable is by

adjusting the cable results to reflect measures of output that are more comparable to

the output measures used in the LEC TFP study. A physical measure of the output

of a cable system takes into account the number of subscribers and the qualities of

the output to which they subscribe, because the number of subscribers does not, by

itself, capture all of the output of a cable company. A system that provides 24

channels in its basic service tier and has 100 subscribers produces more output that

another system that also has 100 subscribers but only provides 12 channels in its

basic tier. Output for the first system exceeds output for the second because it has

twice the number of channels; customers would be willing to pay more for

subscribing to the first system. If all channels were equally valued by subscribers,

this difference could be accounted for by measuring output as the product of

subscribers and channels (subscriber-channels). The average number of active

channels grew 8.7% per year, from 29 in 1984 to 56 in 1992.9 Subscriber-channels

thus grew at an annual rate of 14.7% from 1984 through 1992. If the measure of

output in the Cable TFP study were adjusted to account for the change in the

average number of channels, estimated TFP growth for the cable industry would

9 The 1984 estimate is from Federal Communications Commission, Report, MM Docket No. 89-600, July 31, 1990, Appendix
F, p. 23. The 1992 figure is estimated from data in Cablevision, May 4, 1992 at 20, by taking aweighted average of the
midpoints of the reported ranges of channel capacity per system.
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increase from -1.9% to +4.4%.10 After subtracting economy-wide TFP of

approximately .9% during that period, that would suggest a cable price cap

productivity offset of 3.5%, compared to a 1.7% productivity offset for LECs. Such a

result is not only far more comparable than a superficial reading of the two

Christensen studies would indicate, it is also consistent with my expectation that the

cable productivity offset should, if anything, be higher than the LEC productivity

offset.

D. Dramatic Cable Rate Increases in the 1980's Do Not Support a Zero

Productivity Offset in Cable Price Caps for the 1990's

12. In their Attachment C to the Comments of the National Cable Television

Association in this proceeding, Economists Incorporated acknowledge that there was

a substantial increase in the number of cable channels and quantity of cable

programming available to subscribers during the period for which Christensen

measured TFP growth for three cable MSOs. This evidence supports my view that

the use of subscribers as an output measure strongly biases the estimate of cable

productivity growth downward.

13. Economists Incorporated also argue, though, that ''the price increases for all

forms of competitive franchises were likely the result of improved quality of

10 In 1984, there were an average 29.0 channels and 37.3 million subscribers for a total of 1081.7 subscriber-channels. In
1993, there were approximately 56.5 channels per system and 57.2 million subscribers for atotal of 3231.8 million
subscriber-ehannels. Using subscriber channels as a measure of output translates into an annual output growth rate of
14.7%. Input growth was estimated by the Cable TFP study at 10.33%. Thus TFP growth increases from -1.9% to 4.4%
(14.7 - 10.33).
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